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COMMENTS OF AT&T CORP.

Pursuant to the Commission’s Nofice,'! AT&T Corp. (‘AT&T”) files these comments
demonstrating that certain price cap local exchange carriers’ (“LECs”) 1993 and 1994 tariffs
reflected rates based upon unlawful return calculations, and that the suspended rates should,

accordingly, be declared unlawful and refunds should be required.

INTRODUCTION AND SUMMARY

The Commission already has decided the central issue in these proceedings. In a 1995
order that was upheld by the Court of Appeals, the Commission ruled that “add-back” is
“essential” to carrying out the “intended purpose” of the price cap mechanism and that an add-
back requirement was “implicit” in the original 1990-91 price cap orders.” Consistent with that

finding, the Commission should resolve these still pending investigations of price cap LECs’

' Further Comment Requested on the Appropriate Treatment of Sharing and Low-End
Adjustments Made by Price Cap Local Exchange Carriers in Filing 1993 and 1994 Interstate
Access Tariffs, CC Docket Nos. 93-193, 94-65, DA 03-1101 (rel. April 7, 2003).

? Bell Atlantic v. FCC, 79 F.3d 1195, 1202 (D.C. Cir. 1996) (citing the Commission’s conclusion
that the “add-back rule had been implicit in the sharing rules from the beginning [of the price cap
mechanism]”).



1993 and 1994 interstate access tariffs by requiring the LECs that failed to comply with the add-
back requirements to refund to rate-payers the over-earnings resulting from that unlawful

conduct.

In the 1990 and 1991 price cap orders, the Commission adopted a “backstop” mechanism
that required LECs to report rates-of-return to ensure that the LECs were not over- or under-
earning under the new price cap mechanism. Longstanding Commission rules in place at the
time of the price cap orders required LECs to compute returns using an “add back” mechanism,
which obligated LECs to compute current period returns by excluding payments made (or
subsidies earned) in the current period to correct for over- or under-earnings in the previous
period.” Although add-back was quite plainly as essential to proper functioning of the price cap
system as it had been under rate-of-return regulation, the Commission’s price cap orders did not

explicitly refer to the add-back rules.

In their 1993 and 1994 interstate access tariffs, the price cap LECs attempted a “heads we
win, tails you lose” approach to the Commission’s silence on the add-back issue by applying
add-back when it would increase interstate access rates, but not when it would decrease rates.
The LECs that benefited from applying the add-back rules argued that the price cap orders must
have implicitly adopted the add-back rules because those rules are critical to properly computing

returns. The LECs that benefited by not applying the add-back rules claimed that, because the

3 Amendment of Part 65, Interstate Rate of Return Prescription: Procedures and Methodologies
to Establish Reporting Requirements, 1 FCC Rcd. 952, 956-57 (1986) (“Part 65 Amendment
Order”); Amendment of Part 65, Interstate Rate of Return Prescription: Procedures and
Methodologies to Establish Reporting Requirements, 104 F.C.C.2d 273, q 14 (1986) (explaining
that such adjustments are necessary “so that the [rate-of return] reports accurately reflect the
carrier’s earnings in each period”); see also Notice of Proposed Rulemaking, Price Cap

Regulation of Local Exchange Carriers Rate of Return Sharing and Lower Formula Adjustment,
8 FCC Rcd. 4415, 94/ 5-6 (1993) (“1993 Add-Back NPRM”).



price cap orders do not explicitly address those rules, LECs were not authorized to apply them.
The Commission suspended the LECs’ 1993 and 1994 tariffs and set them for investigation to

determine, among other things, whether the LECs had calculated their returns correctly.

In a separate rulemaking proceeding, the Commission definitively resolved the add-back
issue. In a 1995 order, the Commission held that the price cap rules have all along implicitly
included an add-back requirement, explaining that it never “intended to eliminate the [add-back]
requirement,” and that add-back is “essential” to carrying out the “intended purpose” of the price
cap mechanism.* The Court of Appeals affirmed, noting that the Commission’s construction of
its own rules and orders (which is, of course, entitled to substantial deference) is that “the add-
back rule had been implicit in the [price cap] sharing rules from the beginning.”> The
Commission should, accordingly, rule in these tariff investigations that the price cap LECs that
failed to reflect add-back in their 1993 and 1994 tariffs must recalculate their returns and sharing

obligations for those years and refund the difference.

The Commission seeks comment on whether such a finding would violate the prohibition
against retroactive rulemaking.’ The rule against retroactive ratemaking has no application here.
This proceeding is part of the Commission’s investigation of the LECs’ 1993 and 1994 tariffs.
Congress expressly authorized the Commission to order “retroactive” refunds in tariff
proceedings where, as here, the Commission has suspended the rates and put the carriers on
express notice that their right to collect the rates prior to any determination of lawfulness is

subject to refund obligations if the rates are ultimately determined to be unlawful. See 47 U.S.C.

* Report and Order, Price Cap Regulation of Local Exchange Carriers; Rate of Return and

Lower Formula Adjustment, 10 FCC Rcd. 5656, 9 32 (1995) (“1995 Add-Back Order”).
> Bell Atlantic, 79 F.3d at 1202.
% Notice at 5.



§ 204. Thus, as demonstrated below, it is black letter law that, whatever the Commission’s
authority in a generic rulemaking, the Commission can, as part of these tariff investigations
apply its rules, including the add-back requirement that the Commission determined has always
been part of those rules. Indeed, if it were necessary to do so, the Commission could, in this
tariff investigation clarify (or even modify) its rules to address the price cap orders’ silence on
add-back and require refunds of rates that were suspended consistent with the application of the
clarified (or modified) rules. Thus, it is well within the Commission’s authority to clarify in
these tariff investigations that its price cap rules have always included an add-back requirement
and to require all LECs to apply add-back in their 1993 and 1994 rates and, where there was a
failure to apply add-back, to refund the more than $55 million by which those LECs inflated

rates by failing to apply add-back.’

The price cap LECs that failed to apply add-back in their 1993 and 1994 interstate access
tariffs will undoubtedly attempt to protect their over-earnings by rehashing their claims that they
were not authorized to apply those rules in 1993 and 1994 because the Commission’s price cap
orders did not explicitly endorse add-back. But if (contrary to fact and the Commission’s /995
Add-back Order) price cap LECs were not authorized to implement the add-back rules in 1993
and 1994, that would simply mean that a different set of LECs must make refunds. If the price
cap LECs were not authorized to implement the price cap rules in the 1993 and 1994 interstate

access tariffs, then the two LECs (NYNEX and SNET) that did implement those rules must be

7 See Exhibit 1 (attached). This amount reflects the refunds that would be owed by the Regional
Bell Operating Companies (“RBOCs”). Additional refunds would be owed by other LECs that
failed to compute returns using add-back. Those LECs are listed in Exhibit 3 (attached).



ordered to refund the $37.7 million in additional earnings they received as a result of applying

add-back.®

Perhaps there could be rational debate about whether LECs were always required to
comply with the add-back requirement (in which case more than $55 million in refunds are due)
or had no authorization in 1993 and 1994 to modify their calculated returns with add-back (in
which case $37.7 million in refunds are due). But there can be no serious claim that no refunds
are due. There is no lawful interpretation of the Commission’s rules that would permit the LECs
to have it both ways and to apply add-back only when it would increase rates. As the LECs
themselves explained to the Commission, the price cap rules have always required “symmetrical
treatment,” and a “bifurcated” rule that permitted the application of add-back in some instances

but not in others is plainly “unlawful.”

BACKGROUND

Prior to January 1, 1991, the LECs were subject to “rate-of-return” regulation, whereby
the LECs’ interstate access rates were set to target a prescribed rate-of-return. If a LEC earned a
return that exceeded the prescribed maximum, the LEC was generally required to refund those
over-earnings to ratepayers either through direct payments to ratepayers, rate reductions in
subsequent tariff periods, or through awards in damages claims.'® To the extent that refunds
were paid in subsequent tariff periods, a question arose as to whether LECs could account for

those refund amounts when computing returns in those subsequent tariff periods.

¥ See Exhibit 2 (attached).

? 1995 Add-Back Order n. 41; Ameritech Reply at 3; BellSouth Reply at 12; Bell Atlantic Reply
at 4; GTE Reply at 11 (all filed in CC Docket No. 93-179 on Sept. 1, 1993).

12 See 47 C.F.R. §§ 65.100-830; 1995 Add-Back NPRM 9 5-6.



An example illustrates the issue: If a LEC earned $100 in excessive returns in period 1,
the LEC might be required to refund that amount to ratepayers in period 2. This refund would
have the effect of reducing the LEC’s period 2 earnings by $100. The issue, then, is whether the
LEC is permitted to reflect that $100 in reduced period 2 earnings when computing period 2
returns. The Commission reasoned that because the $100 was paid by the LECs for over-
earnings in period 1, the LEC should not be permitted to reduce its period 2 earnings by that
amount.'' If the $100 were not “added back” to period 2 earnings, the LEC would report that it
earned $100 less than it actually earned in period 2, resulting in understated rate-of-return
estimates for period 2. And because period 3 return requirements are based, in part, on reported
period 2 returns, the LEC’s period 3 return requirements would be inaccurately computed as
well. Accordingly, the Commission’s rules have long required LECs to “add back” the $100 to

its period 2 earnings when computing the LEC’s period 2 returns.'?

In the 1990 Price Cap Order and the 1991 Price Cap Reconsideration Order,"” the
Commission adopted a new regulatory approach — the “price cap” mechanism — whereby the
Commission regulates the maximum prices that LECs can charge for baskets of interstate access
services rather than the maximum rates-of-return they can earn. As part of the price cap
mechanism, the Commission recognized that the maximum prices (the “price cap index” or

“PCI”) should be periodically adjusted to account for efficiency gains (or losses).'* To account

" See 1993 Add-Back NPRM 9 5-6.
2d

13 See Second Report and Order, Policy and Rules Concerning Rates for Dominant Carriers, 5
FCC Rcd. 6786 (1990) (“1990 Price Cap Order’); Order on Reconsideration, Policy and Rules
Concerning Rates for Dominant Carriers, 6 FCC Rcd. 2691 (1991) (“1991 Price Cap
Reconsideration Order).

14 See 1990 Price Cap Order 9 120-165; 1991 Price Cap Reconsideration Order 99 95-121.



for these efficiencies, the Commission adopted an “x-factor.” The x-factor automatically reduces
price-cap carrier’s PCls each year. However, the Commission recognized that the generic x-
factor may not accurately reflect the actual efficiencies obtained by particular LECs. Therefore,
the Commission adopted a “backstop” mechanism to further adjust PCIs where the x-factor
adjustments were determined to be insufficient. One of the key indicators that a LEC has
experienced efficiency gains or losses that are not sufficiently addressed by the x-factor is the

LEC’s rate-of-return.”

If a LEC earns a substantial return under a particular set of PCls, the
LEC is presumed to have enjoyed corresponding efficiency gains that were not accounted for by
the x-factor and that warrant a reduction in the PCIs (“sharing”).'® If a LEC earns very low
returns under a particular set of PCls, the LEC is presumed to have suffered efficiency losses,
warranting an increase in its PCIs (“low-end adjustment”).!” Therefore, even under the price cap
mechanism, LECs are required to compute rates-of-return for the purpose of determining
whether the LEC is subject to sharing or low-end adjustments. To implement these rate-of-
return “backstop” mechanisms, the Commission imported many of the same rules used for

computing returns under its rate-of-return regulations.'®

The Commission’s price cap orders, however, did not expressly mention whether the add-

back component of the rate-of-return regulations should be applied when computing rates-of-

15 See 1990 Price Cap Order 9 120-129.
16 See id.
17 See id. 9127.

18 See, e.g., id. 1 373; 1993 Add-Back NPRM 9§ 8. The FCC has since eliminated sharing as a
feature of price-cap regulation. See Price Cap Performance Review for Local Exchange
Carriers, 12 FCC Red. 16642 (1997).



return under the price cap mechanism."” This led to a dispute among the LECs. The LECs that
earned very high returns and, hence, were subject to sharing requirements, did not apply the add-
back rules in their 1993 and 1994 tariffs. These LECs argued that, because the Commission’s
price cap orders did not specifically mention the add-back rules, those rules were omitted (sub
silentio) from the price cap rules, and LECs were not permitted to use add-back to compute
interstate access rates.”” On the other hand, the LECs that earned very low returns under the
price cap mechanism and, hence, were permitted to make low-end adjustments, claimed that the
Commission’s price cap order, although silent on the add-back issue, implicitly adopted the add-
back requirement.”’ Add-back, of course, benefits these LECs by decreasing computed
regulatory earnings (because the low-end adjustment “subsidies” were removed from their
earnings before calculating returns), resulting in increased authorized interstate access rates.”
Simply put, the LECs that could charge higher interstate access rates without add-back claimed
that the price cap rules did not incorporate the add-back requirement, and the LECs that could
charge higher rates interstate access rates with add-back claimed that the price cap rules did

incorporate the add-back requirement.

' 1995 Add-Back Order § 15. Under the price cap mechanism, add-back works as follows: In
period 1, a price cap LEC computes and reports its estimated rate-of-return under the current
PCI. If those returns are above prescribed levels, then the LEC reduces its PCI in period 2 in
order to ‘“share” those over-earnings with ratepayers (to account for presumed efficiencies
enjoyed by the LEC). To compute period 2 earnings, the LEC “adds-back” any reductions to its
period 2 earnings that resulted from the period 1 sharing requirement. The add-back rules work
analogously for low-end adjustments.

201995 Add-Back Order q 11 (“[slome of the price cap LECs proposed that the earnings levels
used to compute sharing and low-end adjustments to be implemented in 1993 should include the
effects of the sharing and low-end adjustment for 1992, without the add-back adjustments. . . .
Other LECs proposed to adjust their earnings to include the amount associated with the add-back
adjustment.”).

2 See id.
2 See id.
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Thus, in their 1993 and 1994 tariffs, the LECs (NYNEX and SNET) that could charge
higher interstate access rates by computing sharing and low-end adjustments using the add-back
rules filed tariffs that reflected add-back; the LECs (e.g., Ameritech, Bell Atlantic, BellSouth,
Nevada Bell, and Pacific Bell) that could charge higher interstate access rates by computing
sharing and low-end adjustments without using add-back filed tariffs that did not reflect add-
back.”> In this way, the LECs effectively transformed the add-back rules from a mandatory tool
to ensure accurate rate-of-return computation into an optional tool to be applied in a manner that

maximized interstate access rates.

Ratepayers, including AT&T, objected to this perverse application of add-back.** The
Commission’s price cap rules either incorporated an add-back requirement (which made add-
back mandatory for al/l LECs), or they did not (in which case no LEC was authorized to modify
its return calculations with add-back). But, as AT&T pointed out, the price-cap orders could not
possibly be construed as creating a new rule that allowed LECs unilaterally to choose whether to

apply add-back, depending on which method resulted in the highest rates.”

» See Memorandum Opinion And Order Suspending Rates And Designating Issues For
Investigation, 1993 Annual Access Tariff Filings, National Exchange Carrier Association
Universal Service Fund Lifeline Assistance Rates (Transmittal No. 556); GSF Order Compliance
Filings; Bell Operating Companies’ Tariff for the 800 Service Management System and 800
Data Base Access Tariffs, CC Docket Nos. 93-193, 93-123, 93-129; DA 93-762, q 32 (rel. June
23, 1993) (*“1993 Add-Back Suspension Order”); Memorandum Opinion and Order Suspending
Rates, 1994 Annual Access Tariff Filings, National Exchange Carrier Association Universal
Service Fund and Lifeline Assistance Rates, 9 FCC Rcd. 3705, q 12 (1994) (“1994 Add-Back
Suspension Order”).

* See, e.g., Petition of American Telephone and Telegraph Company, 1993 Annual Access Tariff
Filings, at 20-24 (filed April 27, 1993); Petition of MCI, 1993 Annual Access Tariff Filings, at
21-24 (filed April 27, 1993); Petition of American Telephone and Telegraph Company, /994
Annual Access Tariff Filings, at 3-4 (1994). The over-earnings are summarized in Exhibits 1 & 2
(attached).

» See, e.g., AT&T 1993 Opposition to Direct Cases at n. 51 (CC Docket 93-193, filed
August 25, 1993).
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On June 18, 1993, the Commission issued the /993 Add-Back NPRM proposing to amend
its price cap rules expressly to require all LECs to compute returns using add-back. Five days
later, on June 23, 1993, the Commission suspended the LECs’ interstate access tariffs that took
inconsistent positions on add-back, and set those tariffs for investigation. In so doing, the
Commission noted that the issue was “being addressed in [the /993 Add-Back NPRM]” which
“would clarify the LEC price cap rules to require that price cap LECs compute their rates of
return for the price cap sharing and low-end adjustment mechanism in basically the same manner
as rate of return carriers do in determining overearnings.”*® In 1994, the LECs again filed tariffs
that inconsistently applied add-back to maximize interstate access rates.”” The Commission
suspended those rates and rolled the investigation of those tariffs into the ongoing investigation

of the LECs’ 1993 tariffs.*®

On April 14, 1995, the Commission formally adopted the rule it proposed in the 7993
Add-Back NPRM. The Commission concluded that it would “amend [its] rules to include an
express requirement that price cap LECs make an analogous ‘add-back’ adjustment to their
interstate revenues when calculation earnings used to determine sharing and low-end

adjustments.””

The Commission recognized that the add-back requirement was already implicit
in the price cap rules and order. The Commission explained that “the add-back adjustment is

essential if the sharing and low-end adjustments of the LEC price cap plan are to achieve their

intended purpose” and that it never “intended to eliminate the [add-back rules] . . . for the

26 1993 Add-Back Suspension Order 9 32.

7 See 1994 Add-Back Suspension Order 9 12.

8 See 1993 Add-Back Suspension Order § 32; 1994 Add-Back Suspension Order 9 12.
% 1995 Add-Back Order q 4.

12



purpose of calculating current returns [under the price cap plan].”*

Accordingly, the
Commission “clarified” its price cap rules by “adopt[ing] a rule explicitly incorporating the add-
back process into the LEC price cap plan.”' In affirming the 1995 Add-Back Order, the Court
of Appeals noted that, according to the Commission’s own construction of its price cap orders,

the “add-back rule had been implicit in the sharing rules from the beginning.”

Despite these
findings, however, the Commission ordered LECs to compute interstate access rates using the
add-back rules on a prospective basis only,”® and declined to decide the question pending in the
tariff proceedings “whether the add-back adjustment is required for purposes of the 1993 and
1994 Annual Tariff Filings.”** The Commission reasoned that the judicial doctrine prohibiting

retroactive rulemaking prevented it from making any retroactive determinations in the generic

rulemaking proceeding.”’

The Commission has taken no action in the 1993 and 1994 tariff investigations. The
LECs’ rate-maximizing application of the add-back rules in 1993 and 1994 therefore remains

unremedied.

30 1d. 99 32, 56.

U 1d 9 16.

32 Bell Atlantic, 79 F.3d at 1202.
331995 Add-Back Order 9 49.
1d. 9 3,n.3.

% Id. 9 49 (“[w]e agree with commenters that the explicit add-back rule adopted here may, as a
legal matter, be applied only on a prospective basis” because retroactive application may violate
the rule against “retroactive rulemaking”).

13



ARGUMENT

I THE 1993 AND 1994 TARIFFS OF LECS THAT FAILED TO COMPUTE THEIR
RETURNS WITH ADD-BACK ARE UNLAWFUL.

The Commission already has resolved the central issue in this case: All LECs were
required to compute interstate access rates using add-back in their 1993 and 1994 tariffs. In the
1995 Add-Back Order, the Commission “clarified” that its existing price cap rules have all along
required LECs to compute interstate access rates using the add-back rules.”® The Commission
explained that, in its price cap orders, it “did not intend[] to eliminate the requirement [add-back

rules] for the purpose of calculating current returns.”™’

On the contrary, the Commission
explained that “add-back adjustments are necessary to achieve fully the purpose of the sharing
and low-end adjustment mechanisms.”™® “Without this adjustment . . . the sharing and low-end
adjustments would not operate as [the price cap order] intended.”™ The Court of Appeals
affirmed the Commission’s reasoning, expressly noting that the Commission had concluded that

the “add-back rule had been implicit in the sharing rules from the beginning.”*’

This should be the end of the argument. Pursuant to § 204 of the Act, 47 U.S.C. § 204,
the Commission suspended the LECs’ 1993 and 1994 tariffs, ordered an accounting, and set
them for investigation to determine whether those tariffs properly reflected add-back.* The
Commission has definitively ruled that an add-back requirement was always implicit in its rules

and thus LECs were in fact required in 1993 and 1994 to apply add-back to compute returns for

3% 1995 Add-Back Order q 15.
7 1d. 9 32.

3 Id. 9§ 50; see also id. § 56 (“the add-back adjustment is essential if the sharing and low-end
adjustments of the LEC price cap plan are to achieve their intended purpose™).

3 1d. 4 50.
“ Bell Atlantic, 79 F.3d at 1202.
1 1993 Suspension Order 9 32; 1994 Suspension Order § 12.

14



purposes of establishing interstate access rates. Thus, the Commission should promptly conclude
its investigation of the LECs’ 1993 and 1994 tariffs by ordering refunds to ratepayers for the
excessive earnings reaped by the LECs that failed to apply add-back in those 1993 and 1994

tariffs.

But even if (contrary to the 1995 Add-Back Order) the price cap orders did not implicitly
require the LECs to continue to apply add-back in calculating returns, the Commission can in
this proceeding find that the LECs’ 1993 and 1994 tariffs must reflect add-back. The
Commission has ample authority to do so. It is black letter law that “a tariff investigation is a
rulemaking”42 under the APA, that the Commission can and does “routinely make[] significant
policy and methodological decisions based on the records developed in tariff investigations|,]
and [that] such decisions do not violate the notice and comment requirements of the [APA].®
And, as detailed below, the Act expressly permits the Commission to order refunds for rates that
fail to comply with rule clarifications or modifications that result from such tariff

. . . 44
mvestigations.

There is no non-arbitrary basis for the Commission to refuse to find unlawful the tariffs
of the LECs that did not apply add-back in 1993 and 1994. A Commission decision in these
tariff investigations that permitted LECs to opt-out of the add-back requirement in their 1993 and
1994 tariffs would result — according to the Commission’s own orders — in interstate access rates

that are inconsistent with the intended purpose of the price cap mechanism. Thus, the only non-

2 See, e.g., Memorandum Opinion and Order, Tariffs Implementing Access Charge Reform, 13
FCC Rcd. 14683, 9 81 (1998) (“Access Reform Tariff Order”) (quotation omitted);
Memorandum Opinion and Order, Investigation of Special Access Tariffs of Local Exchange
Carriers, 5 FCC Red. 4861 (1990); 5 U.S.C. § 551(4).

* Access Reform Tariff Order Y 80.
47 U.S.C. § 204(a).
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arbitrary finding in this proceeding is that all LECs were required to apply add-back in their 1993
and 1994 tariffs, and that the LECs (e.g., Ameritech, Bell Atlantic, BellSouth and Nevada Bell,
and Pacific Bell) that did not do so must now refund to ratepayers the more than $55 million in

over-earnings that resulted from their failure to apply add-back.

II. THE RULE AGAINST RETROACTIVE RATE-MAKING IS NOT APPLICABLE
HERE.

The Commission seeks comment on whether enforcing its add-back rules against the
LECs’ 1993 and 1994 tariffs is prohibited by the rule against retroactive ratemaking. The LECs,
in order to avoid refunds, will claim that the Commission’s statement in the /995 Add-Back
Order (1 48-49) that the Commission could not, consistent with the rule against retroactive
ratemaking, determine in that generic rulemaking proceeding that the LECs’ 1993 and 1994
tariffs were unlawful means that the Commission cannot do so in these tariff investigation
proceedings. That argument is specious. To be sure, like the generic rulemaking that resulted in
the 1995 Add-Back Order, this tariff investigation is a rulemaking, in which the Commission can
modify or clarify its rules.* However, Congress has expressly authorized the Commission to
order “retroactive” refunds pursuant to tariff investigations where, as here, the Commission has

suspended the rates and put the carriers on express notice that their right to collect the rates prior

* As explained by the Commission, “[a] tariff investigation is a rulemaking” under the APA,
that the Commission can and “routinely makes significant policy and methodological decisions
based on the records developed in tariff investigations[,] and [that] such decisions do not violate
the notice and comment requirements of the [APA].” See, e.g.,, Memorandum Opinion and
Order, Tariffs Implementing Access Charge Reform, 13 FCC Rcd. 14683, 99 80-81 (1998)
(“Access Reform Tariff Order”) (internal quotation omitted); Memorandum Opinion and Order,
Implementation of Special Access Tariffs of Local Exchange Carriers, 5 FCC Red. 4861 (1990);
5U.S.C. § 551(4).

16



to any determination of lawfulness is subject to refund obligations if the rates are ultimately

determined to be unlawful.** As explained by the Commission,

[a]lthough Section 204(a) proceedings are rulemakings of
particular applicability, . . . the Commission’s authority under the
section is not limited to a prospective determination of the
lawfulness of rates. Rather, as a tradeoff for permitting rates under
investigation to go into effect, Section 204(a) specifically
authorizes the Commission to order refunds at the conclusions of
such a proceeding if such relief is appropriate. Thus, it is obvious
from the nature of the statutory scheme, and from the fact that this
proceeding was commenced through a Designation Order rather
than a Notice of Proposed Rulemaking, that any conclusions this
Commission reached with respect to the lawfulness of strategic
pricing would be applied to the rates that took effect subject to the
investigation, and that the Commission would exercise its statutory
authority to determine whether a refund was appropriate.’

Accordingly, it is well within the Commission’s authority to clarify (or even modify) its price
cap rules in these 1993 and 1994 tariff investigations to require all LECs to apply add-back in
their 1993 and 1994 tariffs, and to require LECs to refund to ratepayers any over-earnings that

occurred while the unlawful tariffs were in effect.

It would indeed be absurd if the Commission lacked authority to order refunds based on
clarifications of existing rules (or even new rules) developed in ongoing tariff investigations.
The opposite rule — i.e., that the Commission could not order refunds — would establish an
entirely one-sided system that would unlawfully and systematically favor LECs. The LECs
would be able immediately and unreasonably to incorporate all slightly ambiguous interstate

access rules in a manner favorable to them, while ignoring all ambiguities that are unfavorable to

% See 47 U.S.C. § 204. It is black letter law that Congress can, as it did here, authorize
retroactive rulemaking. See, e.g., Bowen v. Georgetown Univ. Hosp., 488 U.S. 204, 208 (1998)
(explaining that an agency may retroactively apply rules if “that power is conveyed by
Congress”).

17



them. And ratepayers would be forced to pay those rates. In effect, every time that an ambiguity
arose in the Commission rules — and no set of rules, no matter how comprehensive, can
anticipate everything — the LECs would be able to inflate interstate access rates for at least one
year, with no risk of having to pay refunds. It is not surprising, therefore, that such an approach

is not consistent with the Act and has been properly been rejected by the Commission.

III. IN THE ALTERNATIVE, IF LECS WERE NOT AUTHORIZED TO REFLECT
ADD-BACK IN THEIR 1993 AND 1994 TARIFFS, THEN NYNEX AND SNET
MUST BE ORDERED TO PAY REFUNDS TO RATEPAYERS.

The LECs that failed to apply add-back in their 1993 and 1994 tariffs undoubtedly will
rehash their claims that the price cap orders’ silence on add-back prior to the 1995 Add-Back
Order means that LECs were not authorized to compute interstate access rates using add-back.
As noted, that argument is wrong — although add-back was not expressly mentioned in the
1990-91 price cap orders, the add-back requirement was not repealed, and, as the 1995 Add-Back
Order found, add-back was always implicitly required.”® However, even assuming arguendo that
the LECs were not authorized to compute interstate access rates using the add-back mechanism,
the Commission still must promptly order refunds from a different set of LECs, i.e., the LECs

that did apply add-back in their 1993 and 1994 tariffs. As noted, NYNEX and SNET determined

7 Memorandum Opinion and Order, Implementation of Special Access Tariffs of Local

Exchange Carriers, 5 FCC Red. 4861, 4 7 (1990).

* Prior to the price cap orders, add-back was mandatory for all LECs. The Commission,
therefore, could not lawfully have adopted a different rule in its price cap orders, particularly one
that is diametrically opposed (no add-back or optional add-back, rather than mandatory add-
back) without providing a “reasoned explanation” for that decision. Motor Vehicle Mfrs Ass n.
v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29, 42 (1983) (when an agency changes a settled
policy or course of behavior it “is obligated to supply a reasoned analysis for the change beyond
that which may be required when an agency does not act in the first instance”). The price cap
orders, however, do not even mention the add-back rules, and certainly do not provide a reasoned
explanation for reversing those rules. Thus, to assume that the Commission silently repealed the
add-back requirement or made it optional is to assume that the Commission acted arbitrarily and
unlawfully.
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that they could implement higher interstate access rates by applying add-back in their 1993 and
1994 tariffs and filed interstate access rates that were computed using add-back. Therefore, if
the Commission determines that the price cap orders did not authorize the LECs to apply add-
back prior to 1995, then NYNEX and SNET must be ordered to refund the $37.7 million in
excess earnings that they recovered from ratepayers as a direct result of applying the add-back

49
rules.

IV. THERE IS NO LAWFUL BASIS FOR ALLOWING THE LECS TO
INCONSISTENTLY APPLY ADD-BACK IN THEIR 1993 AND 1994 TARIFFS.

Although the LECs may debate about whether they were required to comply with the
add-back requirement (in which case more than $55 million in refunds are due) or had no
authorization in 1993 and 1994 to modify their calculated returns with add-back (in which case
$37.7 million in refunds are due), there can be no serious claim that the Commission’s rules
permitted the LECs to have it both ways and to apply add-back only when it increased rates.
Both the LECs and the Commission have expressly rejected such a “bifurcated” approach to add-
back as plainly unlawful. In response to the 1993 Add-Back NPRM, Ameritech explained that
“sharing and the lower formula adjustment are in reality two sides of the same coin,” they “were
implemented . . . in order to allow for the fact that a single, industry-wide productivity offset was
used for all price cap LECs and that that figure might be understated or overstated in any given
year.””” Ameritech thus concluded that “[t]his fact requires that both sharing and [low-end

adjustments] be treated the same for add back purposes.”' Likewise, BellSouth explained that

“[t]he Commission clearly intended that the two backstop mechanisms, sharing and lower

* See Exhibit 2 (attached).
>0 Ameritech 1993 Reply at 3 (CC Docket No. 93-179, filed Sept. 1, 1993).
51

Id.
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formula adjustment, operate symmetrically. Bell Atlantic explained that a “one-sided”

mechanism would “ignore[] the theoretical underpinnings of the [sharing and low-end

adjustment mechanisms].”

And GTE emphasized that an “asymmetric” rule would be
“unlawful” and would “bear[] no resemblance to the Commission’s balanced plan.”54 The
Commission agreed with these LECs and rejected a “bifurcated” add-back adjustment, noting the
LECs’ statements that “both the sharing and low-end adjustment mechanisms were intended to

compensate for unanticipated errors in the productivity offset and must be treated identically.””

It is thus clear that the purpose of the add-back requirements — to ensure accurate
computations of interstate access rates — can be served only if they are applied consistently for all
LECs. An optional add-back rule, or an add-back rule that applies only to LECs with prior
period low-end adjustment obligations, serves no legitimate purpose. It would only allow LECs
artificially to inflate their interstate access rates. And, as noted, that is exactly what happened in
1993 and 1994. None of the LECs with sharing obligations in 1992 or 1993 applied add-back,
which allowed them to seek interstate access rates that were more than $55 million higher than if
they had applied add-back, and NYNEX and SNET, which were eligible for low-end
adjustments in 1992 and 1993, applied add-back, allowing them to seek interstate access rates

that were $37.5 million higher than if they had not applied add-back.*®

This arbitrary application of the add-back rules plainly violates the Communications Act.

The Act requires that “/ajll charges . . . and regulations for and in connection with . . .

>2 BellSouth 1993 Reply at 12 (CC Docket No. 93-179, filed Sept. 1, 1993).
>3 Bell Atlantic 1993 Reply at 4 (CC Docket No. 93-17